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Chairman Camp and Ranking Member Levin, thank you for the opportunity to submit comments 
on these issues.  The Center for Fiscal Equity feels three types of models merit attention. 
 
The first type of model needed is a robust model for the estimation of both revenue and the 
impact on the economy of consumption taxes, which include the FairTax, Value Added Taxes 
and a VAT-like Net Business Receipts Tax.  The Center for Fiscal Equity bases its estimates for 
VAT and NBRT revenues on estimates developed by the Brooking-Urban Tax Policy Center, 
which estimate that a 5% broad based VAT would raise $259 Billion after reductions in other 
types of revenue are factored in.   
 
We suggest that the JCT validate this model and its sensitivity range.  For example, do these 
estimates imply that a 10% VAT would yield $518 Billion in net revenue?  Would a 25% broad 
based NBRT yield $1.285 Trillion?  A robust set of estimates by the JTC would keep everyone 
on the same page in proposing various revenue options. 
 
The second type of model needed for tax reform and deficit reduction is an estimate of the 
economic effects of various spending and tax benefit programs.  The following questions come 
to mind: 

• What is the impact of defense contracting versus Medicare provider payments versus the 
Child Tax Credit versus lower dividend tax rates?   

• Do lower tax rates on the wealthy cause growth or do they provide an incentive to firms 
to pursue productivity gains, including off-shoring jobs, union busting and holding wages 
in line? 

• What is the impact of these policies on the middle class?   

• What is the impact of these policies on inflation?   

• How do tax policies relate to the creation of asset bubbles, especially when capital gains 
taxes are cut, as they were in 1997, when the Technology Boom was fueled, only to be 
followed by the Tech Bubble popping and the 2001 recession?   

• On all of these models, is there a lag effect between outlays of various types and their full 
impact on the economy?   
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• How does each type of spending effect consumption, savings and investment?   

• What are the secondary effects as households and firms then spend the money they 
receive, including the effect on federal and state revenues?   

• Is aerospace procurement more likely to stimulate spending the, for example, a tax cut to 
aerospace executives?   

• How does each affect investment in both plant and equipment and in the secondary 
markets? 

The third type of model relates to how deficit financing effects economic growth rates in the 
aggregate.  With a large debt, are deficits partly offset by outlays for net interest, with the size of 
the deficit being offset by such outlays when they are approximately equal?  How do these 
effects relate to tax policy?  When tax policy is more progressive, yielding more revenue from 
wealthier taxpayers, is budget balancing stimulative?  When tax rates are cut and revenue falls, 
are deficits required to keep money in circulation?   
 
The Center for Fiscal Equity has developed figures relating to the third model, which we call the 
financial margin, where the financial margin is the deficit/surplus added to outlays for net 
interest, all expressed as a percentage of Gross Domestic Product (GDP) and regressed onto 
growth in real GDP in the next year, removing inflation from the analysis.  See the following 
table for the data set used in these analyses. 
 

Fiscal 
Year 

Surplus or 
Deficit (−) 

Billions CY$ 

Net Interest 
(Billions 

CY$) 

Financial 
Margin 

Raw 
(Billions 

CY$) 

Financial 
Margin as % 

of GDP 
(Independent 

Variable) 

GDP (in 
billions of 
dollars) 

GDP 
(Chained) 

Price Index 

Real GDP 
(Billions of 

2005 
Dollars) 

GDP 
Growth 

Rate Next 
FY 

(Dependent 
Variable) 

1954 -1.2 4.8 3.6 1.0% 377.0 0.1641  2,297.4  4.2% 

1955 -3.0 4.8 1.8 0.5% 395.9 0.1654  2,393.6  5.1% 

1956 3.9 5.1 9.0 2.1% 427.0 0.1697  2,516.2  1.8% 

1957 3.4 5.3 8.7 1.9% 450.9 0.1760  2,561.9  -1.0% 

1958 -2.8 5.6 2.8 0.6% 460.0 0.1813  2,537.2  5.0% 

1959 -12.8 5.8 -7.0 -1.4% 490.2 0.1840  2,664.1  4.5% 

1960 0.3 6.9 7.2 1.4% 518.9 0.1863  2,785.3  0.7% 

1961 -3.3 6.7 3.4 0.6% 529.9 0.1889  2,805.2  6.0% 

1962 -7.1 6.9 -0.2 0.0% 567.8 0.1910  2,972.8  4.2% 

1963 -4.8 7.7 2.9 0.5% 599.2 0.1934  3,098.2  5.8% 

1964 -5.9 8.2 2.3 0.4% 641.5 0.1957  3,278.0  5.3% 

1965 -1.4 8.6 7.2 1.0% 687.5 0.1992  3,451.3  7.7% 

1966 -3.7 9.4 5.7 0.8% 755.8 0.2034  3,715.8  3.9% 

1967 -8.6 10.3 1.7 0.2% 810.0 0.2099  3,859.0  3.6% 

1968 -25.2 11.1 -14.1 -1.6% 868.4 0.2173  3,996.3  4.4% 

1969 3.2 12.7 15.9 1.7% 948.1 0.2273  4,171.1  1.4% 

1970 -2.8 14.4 11.6 1.1% 1,012.7 0.2395  4,228.4  1.6% 

1971 -23.0 14.8 -8.2 -0.8% 1,080.0 0.2515  4,294.2  4.0% 

1972 -23.4 15.5 -7.9 -0.7% 1,176.5 0.2634  4,466.6  6.7% 

1973 -14.9 17.3 2.4 0.2% 1,310.6 0.2749  4,767.6  2.4% 
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Fiscal 
Year 

Surplus or 
Deficit (−) 

Billions CY$ 

Net Interest 
(Billions 

CY$) 

Financial 
Margin 

Raw 
(Billions 

CY$) 

Financial 
Margin as % 

of GDP 
(Independent 

Variable) 

GDP (in 
billions of 
dollars) 

GDP 
(Chained) 

Price Index 

Real GDP 
(Billions of 

2005 
Dollars) 

GDP 
Growth 

Rate Next 
FY 

(Dependent 
Variable) 

1974 -6.1 21.4 15.3 1.1% 1,438.5 0.2946  4,882.9  -1.8% 

1975 -53.2 23.2 -30.0 -1.9% 1,560.2 0.3255  4,793.2  3.9% 

1976 -73.7 26.7 -47.0 -2.7% 1,738.1 0.3489  4,981.7  5.6% 

1977 -53.7 29.9 -23.8 -1.2% 1,973.5 0.3750  5,262.7  5.3% 

1978 -59.2 35.5 -23.7 -1.1% 2,217.5 0.4003  5,539.6  4.4% 

1979 -40.7 42.6 1.9 0.1% 2,501.4 0.4325  5,783.6  0.1% 

1980 -73.8 52.5 -21.3 -0.8% 2,724.2 0.4707  5,787.6  2.1% 

1981 -79.0 68.8 -10.2 -0.3% 3,057.0 0.5171  5,911.8  -1.3% 

1982 -128.0 85.0 -43.0 -1.3% 3,223.7 0.5525  5,834.8  2.2% 

1983 -207.8 89.8 -118.0 -3.4% 3,440.7 0.5768  5,965.2  7.8% 

1984 -185.4 111.1 -74.3 -1.9% 3,844.4 0.5981  6,427.7  4.5% 

1985 -212.3 129.5 -82.8 -2.0% 4,146.3 0.6175  6,714.7  3.8% 

1986 -221.2 136.0 -85.2 -1.9% 4,403.9 0.6318  6,970.4  2.9% 

1987 -149.7 138.6 -11.1 -0.2% 4,651.4 0.6486  7,171.4  4.3% 

1988 -155.2 151.8 -3.4 -0.1% 5,008.5 0.6694  7,482.1  3.8% 

1989 -152.6 169.0 16.4 0.3% 5,399.5 0.6954  7,764.6  2.4% 

1990 -221.0 184.3 -36.7 -0.6% 5,734.5 0.7210  7,953.5  -0.4% 

1991 -269.2 194.4 -74.8 -1.3% 5,930.5 0.7483  7,925.3  2.6% 

1992 -290.3 199.3 -91.0 -1.5% 6,242.0 0.7678  8,129.7  3.2% 

1993 -255.1 198.7 -56.4 -0.9% 6,587.3 0.7848  8,393.6  3.7% 

1994 -203.2 202.9 -0.3 0.0% 6,976.6 0.8014  8,705.5  3.0% 

1995 -164.0 232.1 68.1 0.9% 7,341.1 0.8184  8,970.1  3.1% 

1996 -107.4 241.1 133.7 1.7% 7,718.3 0.8342  9,252.3  4.5% 

1997 -21.9 244.0 222.1 2.7% 8,211.7 0.8495  9,666.5  4.2% 

1998 69.3 241.1 310.4 3.6% 8,663.0 0.8603  10,069.7  4.9% 

1999 125.6 229.8 355.4 3.9% 9,208.4 0.8717  10,563.7  4.6% 

2000 236.2 222.9 459.1 4.7% 9,821.0 0.8889  11,048.5  1.7% 

2001 128.2 206.2 334.4 3.3% 10,225.3 0.9099  11,237.8  1.4% 

2002 -157.8 170.9 13.1 0.1% 10,543.9 0.9249  11,400.0  2.0% 

2003 -377.6 153.1 -224.5 -2.0% 10,979.8 0.9442  11,628.7  3.8% 

2004 -412.7 160.2 -252.5 -2.2% 11,685.6 0.9684  12,066.9  3.1% 

2005 -318.3 184.0 -134.3 -1.1% 12,445.7 1.0000  12,445.7  2.7% 

2006 -248.2 226.6 -21.6 -0.2% 13,224.9 1.0342  12,787.6  2.0% 

2007 -160.7 237.1 76.4 0.5% 13,891.8 1.0654  13,039.0  1.3% 

2008 -458.6 252.8 -205.8 -1.4% 14,394.1 1.0898  13,208.0  -3.3% 

2009 -1,412.7 186.9 -1,225.8 -8.7% 14,097.5 1.1043  12,766.0  2.1% 

2010 -1,293.5 196.2 -1,097.3 -7.6% 14,508.2 1.1127  13,038.7    

Note: Transitional Quarter Omitted 
 
This repeats a study we performed but did not publish in 1987, which showed that Republican 
administrations generally must run bigger deficits to yield economic growth, but Democratic 
administrations generally did not.  Indeed, these administrations had better economic 
performance by raising marginal tax rates on wealthier households. 
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For the Eisenhower years, roughly fiscal year 1954 – 1960, budget results predict growth in 
1955-1961.The model explains 47% of the variation of the data and predicts a base growth rate 
of 4.1% with a 1.38% less growth for every 1% of GDP decrease in the financial margin – 
meaning that deficits were necessary to keep growing the economy.  While tax rates were high, 
these rates were not designed to raise revenue, but to assure that middle class jobs were 
preserved. 

 
The Kennedy and pre-war Johnson years show a much different picture.  In a model which 
explains 98% of the variation, 3.13% of growth results from every 1% increase in the financial 
margin, with a base growth rate of 4.2%.  In other words, paying back debt led to more growth. 
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The Viet Nam era results explain 53% of the variation, with a base growth rate of 3.6% and 
1.16% of additional growth for every 1% of GDP reduction in the financial margin.  Deficit 
spending is again required for increased growth. 
 

 
 
The postwar model explains 66% of the variation, with a base growth rate of 0.2% and 2.3% of 
growth resulting from every 1% decrease in the financial margin, showing deficit spending was 
necessary to yield growth in the economy. 
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For the Reagan-Bush years as a whole, the model explains 37% of variation for the period 1981-
1992, with a base growth rate of 1.4% and 1.3% of additional growth resulting from every 
percent GDP of deficit spending net of net interest.  Isolating 1981-1986 yields a model which 
explains 96% of the variation.  With a base growth rate of -2.0 %, 2.9% of growth is produced 
for every one percent of GDP decline in the financial margin – meaning budget balancing hurt 
the economy and deficits were necessary to grow it.   
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When George H.W. Bush and Bill Clinton raised taxes and controlled spending, more growth 
resulted, with 0.33% of growth resulting from each additional percentage of debt reduction, in a 
model that explains 72 percent of the variation, with a base growth rate of 3.4%. 
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The curve changes to negative once fiscal policy changed direction.  In a model that explains 
57% of the variation and a base growth rate of 2.4%, achieving a 1% growth rate requires an 
additional 0.27 percent of GDP loss in the financial margin – meaning the anemic growth of the 
last decade was fueled by deficits. 
 
We believe that a Keynesian relationship explains these findings.  When fiscal policy in the 
aggregate takes more money out of the bond markets after taxes have been cut, the running of 
deficits (net of interest payments) reduces savings and increases consumption by both the 
government and households.   
 
When budget balancing using tax increases aimed at lower wage workers occurs, such as an 
increase in the payroll tax or “sin taxes” or through cuts to spending, such as Gramm-Rudman-
Hollings, and deficits are smaller compared to net interest, the economy contracts as the savings 
sector on average increases at the expense of both government and household spending.   
 
When budget balancing occurs because of higher marginal tax rates, however, money is removed 
from the savings sector in comparison to the consumption sector, making more credit available 
as well as higher government and household consumption. 
 
This is essentially what happened when Presidents Bush and Clinton raised taxes in  the 90s.  
Even though the budget neared and achieved balance, consumption continued in both the 
government and household sectors, although there were cuts, both absolute and programmatic, in 
the defense sector, while credit was widely available.  When capital gains tax rates were cut in 
1997, however, the savings sector received a greater share of output, resulting in an investment 
boom which we now know exceeded the availability of high value investment opportunities, 
driving up both asset prices and allowing junk investments to enter the market, which could not 
provide adequate returns in most cases, causing the 2001 recession. 
 
The tax cuts of 2001 and 2003 reduced revenue and increased deficits to record levels in the 
post-war era, with further asset inflation leading to the current economic depression, especially 
in the housing market. 
 
This brings us to the current economic situation.  The Great Recession as obviously shifted the 
Financial Margin curve.  While the current curve has few data points, these observations are 
consistent with both theory and economic data in the post-war era.   
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Assuming that projections in the President’s budget are accurate for 2011, it is possible to 
compute an estimate for FY2012 growth using FY2011 data and the current model.  If the 2011 
growth is estimated using the model rather than Administration projections, growth will be lower 
by half a percentage point.  Using the model, 2012 growth based on current fiscal year spending 
is projected at 3.5%, provided that spending is not cut too much.  In this model, lower spending 
results in a more anemic recover. 
 
The Joint Committee on Taxation is urged to examine this model, as it has major implications for 
the road forward.  Cutting the budget too aggressively could result in disaster, however allowing 
the Clinton tax rates to expire may allow the economy to return to the curves experienced in the 
early 1960s or the 1990s. 
 
Our comments raise serious issues that must be dealt with in determining fiscal policy in the near 
term.  Further adherence to current tax policy may lock us into a model where unsustainable debt 
is necessary to sustain the economy.  Finding a way out of this debt by reverting to a more 
rational tax policy, based on these data, is essential. 
 
Thank you again for the opportunity to present our comments.  We are always available to 
members, staff and the general public to discuss these issues.   
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This testimony is not submitted on behalf of any client, person or organization other than the 
Center itself, which is so far unfunded by any donations. 
 


